This paper uses a survey on wage formation that was applied to 1,305 Colombian firms to study wage-setting decisions with respect to newly hired employees. The Colombian case is interesting, since the country's labour market performance, especially its unemployment rate and level of informality, differs not only from the developed countries, where studies of this type are concentrated, but also from most Latin American countries. The replies to the survey indicate wages for the newly hired are based mainly on a predefined wage structure. This may help to explain, in part, the presence of downward nominal wage rigidities in the Colombian formal labour market, since firms are unwilling to differentiate the pay of new hires from the wages of existing workers. Using logit models, we find that the probability of wages being bargained between the employee and the employer is less in the case of larger firms. On the contrary, the larger firms are more likely to determine wages according to a predefined wage structure. In general, the presence of flexible benefits and variable pay reduces the probability of wages being determined pursuant to a predefined wage structure. The results also indicate the worker's educational level, experience and job duties are the main determinants of the wages of newly hired employees.
I. Introduction
The wage-setting decisions of Colombian firms with respect to newly hired employees are examined and analysed in this paper, as is the relevance of certain factors that affect decisions of this sort, such as labour market institutions, prevailing economic conditions and the specific characteristics of firms. Understanding how firms determine the wages of their newly hired workers is important, because these wages are significant determinants of the firm's wage structure and, to some extent, could help to explain wage rigidities.
Consequently, these decisions have an impact on job creation and on the labour market in general.
1 One approach to examining the determinants of the wages of newly hired workers is to conduct a survey by directly asking workers who took a job recently how their new salary was determined, or by asking firms how they set the wages of their new hires. 2 In the first case, Hall and Krueger (2008) applied a survey on wage formation to 1,400 employees who obtained a job shortly before the interview. The purpose was to investigate the incidence of wage posting, bargaining, and the job search. They found that a third of the workers had information about the precise wage before being interviewed for the job (sign of wage posting), another third bargained over the salary before accepting the job, and nearly 40%
were able to retain their previous employment while considering their current job. In
For instance, see Pissarides (2009) . 2 However, this line of research has not been used widely in economic literature. See Pissarides (2009) and Galuščák et al. (2010) . Other approaches include models that match employer-employee information and macro models. See Galuščák et al. (2010) and Hall and Krueger (2008) for a review of alternative approaches and models.
summary, Hall and Krueger (2008) found that wage posting and bargaining models for wage formation play a significant role in the United States labour market.
On the other hand, Bewley (2007) interviewed more than two hundred business people, labour leaders and various labour market intermediaries in the early 1990s in the Northeast region of the United States to study downward wage rigidity and wage dynamics. In this context, the author also analysed how the pay of new hires was determined. He found the pay of new workers in the primary sector, where employment is long-term and full-time, is closely related to the firm's internal pay structure. In other words, this structure tends to tie the pay of newly hired employees to that of existing workers. As Bewley (2007) Informality in Colombia, measured as self-employed workers/active labour force, averaged nearly 40% in [2001] [2002] [2003] [2004] [2005] [2006] [2007] , while this figure in Latin America was close to 26% during the same period. 6 In addition, union density in Colombia is very low: less than 5% in recent years. 7 It averaged close to 40% in Europe, 15% in Chile, and 18% in Mexico during 2001-2007. 8 Given the characteristics of the labour market in Colombia, particularly the high levels of unemployment and informality, one would have expected a more flexible environment for setting the wages of new hires. In fact, Arango et al. (2010) , Sánchez and Núñez (1998), and Ramos et al. (2010) found a wage curve for all workers, although when the information was broken down between formal and informal workers, Ramos et al. (2010) found that "only wages of informal workers react to local labour market conditions" (p.6); however, the wages of formal workers, who are the focus of our paper, do not. The replies to the survey indicate the wages of new hires for all occupational groups are based on a predefined internal wage structure. This result may help to explain, in part, the downward This paper provides elements for understanding how the wages of newly hired employees are set, inasmuch as we ask the firms directly about their wage-setting policies. In addition, our findings could help to explain nominal wage rigidities in Colombia.
There are three sections in this paper, apart from this introduction. In the second section, we discuss how the firms responded to the question about wage setting for new workers, and empirically analyse the factors that could determine how firms decide on wages. Then, we examine the most important factors firms consider when setting wages for new workers.
The final section contains our conclusions.
II. Wage-setting Decisions on Newly Hired Employees
To study firms' wage setting decisions with respect to newly hired employees, we use the replies to a wage-formation survey we designed and applied to 1,305 legally constituted Colombian firms. 9 The survey was carried out in thirteen cities, 10 which account for 70% of all formal employment in Colombia, taking into account nine economic sectors 11 and three firm sizes: small, medium and large. We also designed the survey to obtain answers from four occupational groups: managers, professionals, technicians and assistants, and unskilled workers.
The survey has an advantage in that it uses a representative sample of firms, which allows us to generalize the results to the population under study. 12 The survey was applied during the first half of 2009, time when the country exhibited signs of an economic slowdown, low inflation and rising unemployment. 13 This environment offers an interesting framework for analysing how the pay of new hires is determined.
Specifically, we asked firms to indicate which of the following three alternatives was the one used the most in the setting the wages of new workers: i) the wage is bargained directly between the employee and the employer, ii) the wage is determined on the basis of a predefined internal wage structure for each position, and iii) the wage is fixed by using a combination of the two previous options.
11 Agriculture, forestry and fishing; trade; construction; electricity, gas, water and mining; manufacturing; financial services; transport, storage and communications; education and health; and "other" services are included. We excluded the public sector, because the wages of public employees are set by government decree. 12 The sample was selected from a population of 39,004 small, medium and large Colombian firms belonging to the formal sector. The selection was performed using stratified random sampling in which the strata correspond to the nine economic sectors under consideration. 13 During the first half of 2009, the Colombian economy declined 0.5% and the unemployment rate was 12.3%, on average. Galuščák et al. (2010) . Along the same line, Agell and Lundborg (2003) found that the wage of the new worker is linked to the wage of the existing worker in the firm.
Moreover, they state that employees care mostly about the wage structure within the firm.
The predefined wage structure is used more often in the case of less skilled workers (technicians and assistants 66%, and unskilled workers 78%). These results may help to explain, in part, the presence of downward nominal wage rigidities in the Colombian formal labour market, as found by Iregui et al. (2010a) , since these salaries do not differ from the wages paid to incumbent workers with similar characteristics, even in difficult times. 14 It is important to mention that we obtained replies from 1,305 firms. The firms that did not answer the questionnaire were replaced by firms with similar characteristics. In addition, we calculated coefficients of variation (cve) for each answer in order to verify the reliability of the population estimates. The coefficients obtained did not exceed 5%, which indicates the population estimates are reliable.
On the other hand and as expected, wages are bargained directly between the employee and the employer more often in the case of managers (26%), who may have more power than other groups when negotiating their wages.
Graphs 1a to 1d depict the results for occupational positions and economic sectors. The survey shows the wages of new workers in most economic sectors are determined mainly pursuant to a predefined wage structure, although the other options, in the case of managers, also are important in some sectors. For instance, in the financial, manufacturing and construction sectors, those salaries are fixed using a combination of bargaining and a predefined wage structure. In the agricultural and trade sectors, the three options are used evenly. It is worth noting that in more than 80% of firms the determination of wages for less skilled workers is made by using a predefined wage structure, in all economic sectors. Next, we empirically analyse the relevance of certain firm characteristics that may influence the likelihood of using the different alternatives in setting wages for new workers.
To that end, we estimate logit models, using the information on specific firm characteristics that was collected through the survey, including the economic sector where the firms operate, their location (region), 15 size (log of no. employees), and the proportion of female workers in the company. Like Iregui et al. (2010a) , the percentage of workers earning the minimum wage (minimum wage earners), the share of employees with a permanent employment contract (permanent workers), and the share of temporary workers (temporary workers) were incorporated to control for labour force composition. The influence of collective wage agreements was captured through a dummy variable that takes the value of 1, if the firm has any form of collective agreement (collective agreements). Dummy 15 The financial sector and the cities other than Bogotá (the nation's capital) were considered as the reference groups in all regressions. Education, health
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Wages are bargained directly between the employee and the employer variables also were included to account for the presence of flexible benefits and variable pay. Labour costs, as a share of total costs, were considered to approximate labour intensity. Finally, the average wage of each occupational group was included (log (wage)). Table 2 shows the marginal effects from a logit regression for each of the three alternatives used in setting wages for new hires. All the results are generalized to the population and are reported by occupational group.
For all positions, the probability of wages being bargained between the employee and the employer decreases for larger firms. As Bewley (2007) pointed out, larger firms have an internal pay structure that is frequently described in a formal document. Therefore, deviating from this structure can be difficult for larger companies. In addition, the likelihood of bargaining decreases as the share of temporary workers increases. As expected, this indicates that such workers have less bargaining power. In fact, the probability of bargaining is 20% lower, on average, for temporary workers than for workers with permanent contracts. On the other hand, for managers and professionals, the probability of wages being bargained is 4.3% higher, on average, among firms located in Bogota than in other cities. In the particular case of managers, the presence of collective agreements reduces the likelihood of firms negotiating wage. For professionals, sectoral dummies are important; the probability of bargaining increases in the agriculture, trade and construction sectors. Moreover, higher wages in the case of this group reduce the probability of bargaining. Finally, for unskilled workers, this probability decreases when the share of labour costs increases as a portion of total costs. For the second alternative, we found the likelihood of determining wages based on a predefined wage structure increases with firm's size and decreases if the firm is located in
Bogotá. This applies to all occupational positions. The same probability, in the case of managers, professionals and technicians, increases as the share of temporary workers rises.
On average, this probability is 16% higher for temporary workers than for workers with permanent contracts. The presence of flexible benefits, in the case of managers and professionals, reduces the probability of wages being determined based on a predefined wage structure. Variable pay also reduces this probability in the case of professionals. By contrast, labour costs raise this probability in the case of managers and unskilled workers, as do collective agreements in the case of professionals and technicians. Economic sectors, in general, do not affect the probability that firms determine the wages of new hires based on a predefined wage structure.
Lastly, according to the results, the probability that the firms set the wages of newly hired employees using a combination of the two previous alternatives increases for firms located in Bogotá and, as expected, for firms that have flexible benefits, specifically in the case of managers, professionals and technicians. If firms have variable pay, this likelihood also increases for managers and professionals. As the wages of professionals and technicians rise, so does the likelihood of the firm using a combination of bargaining and a predefined wage structure. However, for these occupational groups, the presence of collective agreements reduces the likelihood of using this option by 10%. In the case of unskilled workers, firms dedicated to agriculture, manufacturing and "other" services have a16% higher probability, on average, than firms in the financial sector (the reference category).
III. Factors Considered by Firms in Setting the Wages of a New Worker
We also were interested in examining what aspects firms consider to be the most important when setting the wages of new workers. Accordingly, we asked the interviewees to qualify, based on a scale from 1 (not important) to 4 (very important), the relevance of certain factors related to the country's economic conditions, labour institutions, and job requirements in setting such wages. 16 The average scores obtained were ordered and t statistics were calculated for each option to test whether the mean differences between contiguous alternatives were statistically significant. In all cases, the results show the null hypothesis of equal average scores is rejected, with a confidence level of 99%.
17 Table 3 shows the results of the average score for each factor, by occupational position. In general, internal reasons such as job requirements are very important when setting wages for new workers. Specifically, for all groups, the worker's educational level, experience and job duties are the main determinants of the wage set for a newly hired employees.
According to the results presented in the previous section, these characteristics could be associated with the criteria that firms consider when defining the internal wage structure.
Besides these factors, collective agreements are very important for less skilled workers, but not for managers and professionals. 18 On the other hand, external aspects such as the salary of similar workers outside the firm, the labour market situation and the legal minimum wage (except for less skilled workers) obtain lower scores. However, these external factors 16 Following Blinder (1991) , a mean score greater than or equal to 3.0 is considered excellent and a score of less than 1.5 is very poor. 17 These results may be obtained from the authors upon request. 18 Druant et al. (2008) found that collective agreements are very important for Belgian firms when setting the wages of newly hired employees. Similarly, Galuščák et al. (2009) reported that such agreements also are important in Spain, Italy and Greece.
could be used to bargain wages between some firms and new employees, especially in the case of managers. As observed in Table 4a and Table 4b , the results do not show significant variations for managers and professionals, when the economic sector is taken into account. However, in the case of less skilled workers (Table 4c) , there are some considerable differences. For instance, collective pay agreements score very high for agriculture, construction, electricity and the manufacturing sector, while the mean scores are lower in transport and the "other services" sector. The worker's educational level is very important in the financial and "other services" sectors, where more skilled workers are needed, than in the agriculture sector. When considering the firm's location and size, the results are very similar (Tables 5   and 6 ). Finally, to explore the possible interaction among the factors affecting wage-setting decisions with respect to newly hired employees, we computed Spearman rank correlations to pair the different factors, taking the occupational position into account.
The Spearman rank correlations are shown in Table 7 . For all occupational groups, the highest correlation observed is between worker's education and worker's experience, as 
IV. Conclusions
This paper provides elements for understanding how the wages of newly hired employees are set, since we ask the firms about their wage-setting policies. We use a wage-formation survey that we applied to 1,305 Colombian firms belonging to the formal labour market.
Given the high levels of unemployment and informality in Colombia, we would have expected a more flexible environment in setting the wages of new hires. However, the results of the survey show the wages of newly hired employees in all occupational groups are determined on the basis of the firm's predefined internal wage structure. Therefore, our findings could help to explain, in part, the downward nominal wage rigidities in Colombia, since firms are not willing to differentiate the pay of new hires from the wages of existing workers, even during periods of economic slowdown.
By estimating logit models, we find the probability of wages being bargained between the employee and the employer decreases in larger firms with respect to all occupational positions. Most of these firms have internal pay structures that are formally documented; as a consequence, deviations from that pay structure can be difficult for companies. On the contrary, we found the likelihood of determining wages based on a predefined wage structure increases with the firm's size. In general, the presence of flexible benefits and variable pay reduces the probability of wages being determined according to a predefined wage structure. Finally, the results for all groups indicate the worker's educational level, experience and job duties are the main determinants of the wages afforded to a newly hired employee which could be associated with the criteria firms consider when defining their internal wage structure.
